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The Inevitable Resumption of   
Normal Volatility 
The trend shifts we anticipated in 2022 manifested themselves in rather abrupt 
fashion during the first quarter. After a year of unusually low volatility, the equity 
markets wasted little time before exacting pressure on their more vulnerable 
sectors. Even though the S&P 500 experienced its first negative-return quarter in 
two years, most Hamilton Capital investment strategies fared noticeably better, 
showing nearly-flat-to-positive performance at quarter’s end.

Advantageous positioning in energy, value, and lower portfolio risk exposure 
provided a relatively strong outcome. The energy sector delivered a spectacular 
quarter, as the oil price rallied to well over $100 a barrel due to acute supply-and-
demand imbalances. The total return from the energy sector exceeded 39% during 
the first quarter. The utility sector accompanied energy as the only other positive 
sector, while all other S&P sectors experienced negative returns for the quarter.

Client portfolios have enjoyed the benefit of healthy exposure to the energy 
sector throughout the past two years, as depicted by the rolling 2-year percentage 
change in Chart 1. This graphic is instructive for multiple reasons, but there are 
two key points: 1) subsequent returns often emanate from allocations made 
during times of distress (as was the case for energy during much of 2020); 
and 2) there can be a delay before the market recognizes how impressive 
the opportunity can become, as the upcycles show varying timeframes and 

“ ” 
Volatility caused by 
money managers who 
speculate irrationally 
with huge sums will offer 
the true investor more 
chance to make intelligent 
investment moves.
 
Warren Buffett

Continued on next page.



magnitude. The current episode 
has been most powerful due to 
the extreme weakness the sector 
encountered at the trough.

From a portfolio construction 
perspective, a third point arises: strong 
performance from an investment 
with a high allocation can lead to 
concentration risk. High concentration 
in an inherently volatile sector has 
the potential to negatively impact 
overall portfolio risk and future 
returns. Consequently, we elected 
to trim exposure to the energy 
sector to better align portfolios with 
their overall risk objectives and 
to acknowledge that some of the 
beneficial outperformance has already 
been realized. Even though some of 
the best returns may be behind us, we 
retain a positive outlook on the sector, 
as the multi-year underinvestment in 
energy supply and production can’t 
be corrected by a price spike and a 
slowdown in the global economy.

Emerging Realities in the 
Economic Outlook
The tightness in the labor market 
and supply-and-demand imbalances 
throughout commodities and the 
industrial supply chain have given rise 
to the strongest inflationary trend we 
have observed in over four decades. 
The war between Russia and Ukraine 
has only exacerbated these conditions. 
We have previously identified these 
trends as key risks to the outlook for 
Federal Reserve activity, expecting the 
Fed to transition from a supportive 
stance to a more restrictive posture. 

The first rate hike is now behind us, 
but expectations for faster and larger 
incremental increases have been 

 

These models do not estimate recession probabilities as implied by economic 
fundamentals, but are instead estimates of the recession probabilities embedded in 
asset prices that the market is pricing—so our analysis is simply a statement about how 
much recession risk the market is pricing, not whether that judgment is correct or not. 
We have observed in previous work that the inversion of the policy curve is consistent 
with a market that is placing some weight on the possibility of recession. Our US econ 
team has also noted that while they see the risk of a US recession this year as higher 
relative to an average year, a recession if it were to occur would probably be mild by 
historical standards as the economy lacks major financial imbalances that would 
exacerbate a slowdown. 

 

Best Trade Ideas Across Assets 
For pricing, charts, and a list of previous recommendations, please visit our Trade Ideas 
page. 

Stay long SGD vs short TWD, opened on October 29, 2020, at 20.95 (indexed at 1.
100), with a revised total return target of 115, and a revised stop of 110, currently 
trading at 112.74. 

Stay long AAA CLOs hedged vs. CMBX 10 AAA at a 1 to 1x notional ratio, opened 2.
on November 9, 2021, at 0.0%, with a target of +0.70% and a stop of -0.70%, 
currently trading at -0.07%. 

Stay long MSCI EM vs. short EMBIG-Div, opened on November 9, 2021, at 100, and 3.
revised on 8 December to include duration (from hedged previously) together with a 
revised total return target of 120 and a revised stop of 86, currently trading at 99.68. 

Stay long Dec-23 CME Copper, opened on November 9, 2021, at $9325/mt, with a 4.
target of $11,000/mt and a stop of $8,600/mt, currently trading at $10,330/mt. 

Stay long Dec-23 Brent position, opened on December 2, 2021, at $64.6/bbl, with a 5.

 

Exhibit 5: Combined model implies next to no risk of recession in 
next 12m... 

 

Exhibit 6: ...but more recession risk further out 
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Source: Goldman Sachs Global Investment Research, Haver Analytics
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Chart 2

Probability of Recession Implied by Asset Prices
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Chart 1
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growing. In addition, market rumblings 
regarding the Fed balance sheet have 
turned from ‘tapering’ to ‘run-off’. 
The notion of ‘tapering’ balance sheet 
purchases simply suggests a status 
quo, whereas ‘run-off’ implies an effort 
to reduce liquidity. These monetary 
tightening measures are creating a 
material impact to overall sentiment 
and expectations for financial markets. 

Fixed income managers are now 
facing a much flatter yield curve, with 
some timeframes showing slight 
inversion. Inverted yield curves are 
not normal and can often be a signal 
that a recession could be in the offing. 
A careful study of history reveals 
that yield curve inversions precede 
recessions by anywhere from a few 
months to a couple years, and the 
economy and financial markets can 
continue to show positive trends 
during these periods. 

Whether the current inversion leads 
to a recession is likely to remain 
unknown for some time. However, 
it’s unambiguously clear that the 
probability of a recession occurring 
within the next 24 months has picked 

up dramatically. There are numerous 
models produced by the various 
Federal Reserve Banks, Wall Street 
investment banks and many other 
financial service providers designed to 
estimate the probability of recession. 
Goldman Sachs produces a series, 
which you can see in Chart 2, that is 
based on the embedded probability of 
recession implied by what the market 
is pricing for different assets.

While this shows a 38% chance of 
recession in the next 24 months, 
it shows close to no chance of 
recession in the next 12 months. The 
low probability of recession in the 
near term is consistent with many 
Fed models. Even though many are 
currently finding a way to discount 
the near-term odds of recession, the 
recent inversion of the yield curve 
certainly highlights this as a possibility 
which needs to be considered as we 
invest forward.

For equity investors, the implied 
risk of recession would indicate that 
earnings growth could be coming 
under pressure. In addition, the rising 
rate environment may produce a 

contraction in price-to-earnings ratios. 
We have seen some confirmation of 
this already in 2022, as the worst-
performing segment of the S&P 500 
has been high-multiple growth stocks. 
Our last Capital Markets Review 
examined the vulnerabilities posed by 
this group of equities. As a result, we 
continue to minimize exposure to this 
area of the market, and this discipline 
remains a key tenet of our portfolio 
construction process.

Dynamic Adjustments for  
the Future
We have already highlighted the 
reduction in energy exposure that 
we executed during the first quarter 
to manage portfolio risk. Heightened 
market volatility also created a good 
entry point to purchase additional 
high-quality stocks. The proceeds from 
trimming our energy position coupled 
with modest reductions in other 
selected holdings were used to make 
these purchases.  A focus on quality 
refers to the tendency for stocks 
with more stable earnings, stronger 
balance sheets, and higher margins to 
outperform over a long time horizon. 
These companies enjoy durable 
competitive advantages and are well 
equipped to deal with uncertain and 
challenging economic environments. 
Their stocks tend to be more resilient 
in choppy markets and reduce overall 
portfolio volatility. 

Also, as important as it is to ensure 
that our portfolios are built to have 
a reduced volatility signature, it is 
equally paramount that we make 
opportunistic allocations when 
price dislocations occur. In addition 
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3rd Quarter 2011

1st Quarter 2016

4th Quarter 2018

1st Quarter 2020

Previous Periods of Sovereign
Yield Spread Widening

15%

22%

21%

22%

Subsequent 18-24 Months
Total Return Opportunity

Source: Bloomberg data using JP Morgan Emerging Market Bond Index

Table 1
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Learn More

The content in Capital Markets 
Review is authored exclusively 
for Hamilton Capital clients 
and friends by the professionals 
on our Investment Team. If  it 
raises any questions or you’d 
like to learn more about our 
proprietary research and 
top-down, forward-looking 
investment process, please feel 
free to contact us any time.

Ohio Office
5025 Arlington Centre Blvd. 
Columbus, Ohio 43220 
614/273-1000 • 614/273-1001 (fax)

Florida Office 
240 Royal Palm Way 
Palm Beach, Florida 33480 
561/268-0545

888/833-5951 (toll free)

hamiltoncapital.com

       Hamilton Capital

       @HamiltonCapitalManagement

Important Disclosure Information: Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no 
assurance that the future performance of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Hamilton 
Capital, LLC [“Hamilton Capital]), or any non-investment related content, made reference to directly or indirectly in this commentary will be profitable, equal any corresponding indicated historical 
performance level(s), be suitable for your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no 
longer be reflective of current opinions or positions. Moreover, you should not assume that any discussion or information contained in this commentary serves as the receipt of, or as a substitute for, 
personalized investment advice from Hamilton Capital. Please remember to contact Hamilton Capital, in writing, if there are any changes in your personal/financial situation or investment objectives 
for the purpose of reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to our investment advisory 
services. Unless, and until, you notify us, in writing, to the contrary, we shall continue to provide services as we do currently. Hamilton Capital is neither a law firm, nor a certified public accounting firm, 
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and fees continues to remain available upon request or at www.hamiltoncapital.com.
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to quality equities, we have identified a compelling investment in emerging-
market bonds. The onset of war between Russia and Ukraine created the worst 
performance period for these investments in the last 24 years. Historically, they 
have offered equity-like returns with lower risk after similar price dislocations, and 
we believe allocating resources at today’s prices could prove to be an effective 
enhancement to long-term returns. 

As illustrated in Table 1, when the difference in yields between government 
bonds from emerging economies and the U.S. has reached these levels in the 
past, emerging bond investors have often realized attractive total returns. 
Wider spreads essentially mean investors are receiving higher interest for 
the incremental risk of investing in foreign bonds. Provided these risks are 
well understood, investors can enjoy higher subsequent returns when prices 
appreciate to bring the difference in yields to more normal levels. Further, 
investors collect a healthy interest rate while they’re waiting for this to occur. 
Currently this is around 5%/year.

The recent drawdown for the prices of EM debt has not been anywhere near 
as severe as what happened to the energy sector in the wake of the COVID-
induced shutdown, but our decision to capitalize on the opportunity is born of 
the same process. 

In closing, volatility like the kind the markets experienced in the first quarter can 
be unnerving.  However, it can represent opportunity to the experienced investor. 
Our recent portfolio actions illustrate the advantages of a dynamic process 
designed to build future returns on past returns. We believe it will continue to be 
essential as we move through the coming quarters.


